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MAY 1985

CPA

An AICPA publication for the local firm

MANAGING A CPA FIRM LIKE A BUSINESS
In order to operate a successful CPA firm in today's
economic conditions, practitioners must be hardnosed businesspeople as well as ethical profession
als. However, not all partners in a firm are business
managers; some are accountants and only that. Our
successful clients all have a chief executive, and CPA
firms must have strong leadership, too, if they are to
prosper. What most CPA firms really need, in fact, is
a benevolent dictator—someone who can provide
direction and effectively organize people and ac
tivities to accomplish the firm’s objectives. Such a
person must be able to both make decisions and
delegate duties.
In our firm, the managing partner makes the deci
sions, but various committees are responsible for
the setting of policy and timely completion of tasks.
We believe that the firm should operate as a single
entity, and our policy is that once the firm is em
barked on a course, everyone must be fully com
mitted to following that course. We believe, too, that
if the firm is to be successful, the managing partner
must be allowed to make mistakes and be able to
take risks.
The first thing we have to understand if we are to
manage our firms like businesses is that our clients
don’t love us. They don't come to us in good years
and suggest that we raise their fees. The only way to
realize higher fees is for the managing partner to
make sure that everyone in the firm believes in his or
her worth. To be effective, the managing partner
needs to be a high-energy person who believes in
motivation and control.
The product we are selling our clients is time.
Therefore, control of time is important. There is,
however, a diversity of opinion as to what con
stitutes chargeable time. Few firms have formal pol
icies on charging time to clients, and staff often
don’t understand the importance of accurate charg
ing procedures. We believe that if all time is re
corded (and these days, every firm should process
time through a computer) we have a chance to bill it.

We expect 1,500 to 1,800 chargeable hours a year
per staff person and 1,200 to 1,400 chargeable hours
a year per partner. In our firm, the time spent on a
job is the responsibility of the line partner, and the
managing partner is there to help—to give support
when needed.
There are numerous formulas in use for setting fee
rates. Our formula is weekly pay divided by 32,
times 3, plus a little. We find this puts people into
categories, and we can then take the highest figure
in a category and use this as the standard for all
people in that group.
Every partner receives a monthly report of time
chargeable to his clients. He then must meet with
the managing partner or his administrative assis
tant before any bills are sent out. This encourages
the partner to bill for a task that he might not bill on
his own and gives him the backbone to bill some
what higher than he ordinarily might. In effect, it is
an outside review of a partner’s billing methods that
works to the firm’s advantage.
There is a tendency for standard time to become a
maximum. We think that for every client under stan
dard, there should be some who are over standard.
That is where value billing comes in. We don't retain
clients who are below 70 percent of standard. We
believe you have to be willing to lose such clients
and increase billing on the other ones. It is imper
ative to constantly review time, to consider the mer
its of value billing and to increase fees. We believe in
the philosophy of being strong. Don’t have sympa
thy for poor clients.
Getting bills out on time and collecting fees for
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Consulting Reviews Get Good Reviews

Here you are, a typical, local CPA firm in Anywhere,
U.S.A. You have, let's say, up to twenty professional
staff members and provide the usual range of audit,
accounting, tax and management advisory services.
It is a nice, quality practice and you are proud of it.
For you, quality is the all-important word. You
strive for excellence and are confident that the cal
iber of your services is second to none and easily
meets professional standards. Your quality control
procedures ensure that.
You do have twinges of anxiety now and then,
though. The congressional hearings involving the
profession and the publicity and litigation sur
rounding the failure of some large business enter
prises cause some of it. Sometimes the anxiety is
caused by the fact that you have never had your
quality control methods reviewed by anyone out
side the firm—the benefits never seemed to justify
the cost and hazards for a firm your size.
There is a way to alleviate this anxiety and at
surprisingly moderate cost. A new, consulting re
view program administered by the private com
panies practice section (PCPS) of the AICPA division
for CPA firms has been designed to help local firms
improve the quality of their practices. And firms
don’t have to join the section to take advantage of it.
This consulting review is educational in nature
and is conducted on the reviewed firm’s premises by
an experienced reviewer selected by the peer review
committee of the PCPS. During the visit, the re
viewer obtains an understanding of the firm’s sys
tem of quality control by interviewing appropriate
firm personnel and by completing a questionnaire.
This is followed by a discussion of the firm’s re
sponses to the reviewer’s questions and, perhaps, by
the reviewer’s dealing with specific quality control
problems raised by the firm. The reviewer also per
forms a limited review of selected reports, accom
panying financial statements, and working papers
for each type of service (audit, review and compila
tion) that the firm performs.
For many firms, the attractive aspects of this pro
gram are that it is confidential, risk-free and inex

pensive. The results of the review, including any
suggestions for improvement, are discussed orally
at its completion. No written notes pertaining to the
review of the firm’s records are retained by the re
viewer or the section.
For firms with up to about twenty professionals,
the review involves one reviewer for one day and
costs $500 plus expenses. (For larger firms, the re
view may take longer and cost proportionately
more.) With certain limitations, half the fee (but not
more than $250) will be applied to the firm’s first
peer review as a PCPS member.
The program is getting good reviews from par
ticipating firms who find it focuses on important
matters and is helpful in improving the quality of
their practices. Robert A. Leverone, who practices
in Burlington, Massachusetts, writes, "[The] re
viewer did an outstanding job in the time he was
here. He pointed out certain weaknesses that I think
we were not addressing. As a result, we are taking
immediate actions to strengthen our quality
control."
Other practitioners state that their reviewer had
an excellent background for their size and type of
firm and for the particular market in which they
operate. This is the result of careful planning be
cause in the consulting review program the re
viewer’s professional judgment is essential in
applying or modifying the suggested procedures to
suit the needs of a particular practice.
In this regard, reviewers are advised to have avail
able and be familiar with the contents of the AICPA
Management of an Accounting Practice Handbook
and the AICPA Accounting and Auditing Manual.
Both contain many examples of procedures and
forms that may be helpful to the reviewed firm.
The reviewer’s comments are offered for the firm’s
consideration and are subject to its professional
judgment and evaluation in making use of them.
Nevertheless, when it comes to quality control, it
can’t hurt to get another opinion, and this may be
the most confidential, risk-free and least expensive
way to do it.
For further information about the program, contact
Sheldon Brody at the Institute: (212) 575-6658. □
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Highlights of Recent Pronouncements

FASB Statements of Financial
Accounting Standards (SFASs)

No. 85 (March 1985), Yield Test for Determining
Whether a Convertible Security Is a Common Stock
Equivalent
□ Amends APB Opinion no. 15, Earnings per
Share, to replace the "cash yield test" with an
“effective yield test" for determining whether
convertible securities are common stock
equivalents in the primary earnings-per-share
computation.
□ Effective for convertible securities issued after
March 31, 1985.
No. 84 (March 1985), Induced Conversions of Con
vertible Debt
□ Amends APB Opinion no. 26, Early Extinguish
ment of Debt, to exclude from its scope con
versions of convertible debt when conversion
privileges included in terms of the debt at issu
ance are changed, or additional consideration
is paid, to induce conversion of the debt to
equity securities.
□ Specifies the method of accounting for such
conversions.
□ Effective for conversions of convertible debt
pursuant to inducements offered after March
31, 1985.
No. 83 (March 1985), Designation of AICPA Guides
and Statement of Position on Accounting by Brokers
and Dealers in Securities, by Employee Benefit Plans,
and by Banks as Preferable for Purposes of Applying
APB Opinion 20
□ Amends FASB Statement no. 32, Specialized
Accounting and Reporting Principles and Prac
tices in AICPA Statements of Position and
Guides on Accounting and Auditing Matters, to
update the list of preferable pronouncements
in Appendixes A and B.
□ Rescinds FASB Interpretation no. 10, Applica
tion of FASB Statement No. 12 to Personal Fi
nancial Statements.
□ Amends APB Opinion no. 30, Reporting the Re
sults of Operations—Reporting the Effects of
Disposal of a Segment of a Business, and Extra
ordinary, Unusual and Infrequently Occurring
Events and Transactions, to eliminate reference
to the superseded AICPA Audit Guide, Audits of
Banks (1969).
□
Provisions shall be effective March 31, 1985.

No. 82 (November 1984), Financial Reporting and
Changing Prices: Elimination of Certain Disclosures
□ Amends FASB Statement no. 33, to eliminate
the requirement for supplementary disclosure
of historical cost/constant dollar information
for those enterprises that present current cost/
constant purchasing power information.
□ Effective for fiscal years, ending on or after
December 15, 1984.
No. 81 (November 1984), Disclosure ofPostretirement
Health Care and Life Insurance Benefits
□ Requires certain disclosures about an em
ployer’s accounting for postretirement health
care and life insurance benefits, including a
description of the benefits provided and the
employee groups covered; a description of the
employer's accounting and funding policies for
those benefits; the cost of those benefits recog
nized for the period; and the effects of signifi
cant matters affecting the comparability of the
costs recognized for all periods presented.
□ Effective for financial statements for periods
ending after December 15,1984, for postretire
ment health care and life insurance benefits in
the U.S. and foreign countries. If information
on foreign benefits is unavailable, it need not
be included in financial statements for periods
ending before June 15, 1985. Thereafter, cur
rent and comparative data for periods ending
after December 15, 1984, are required to in
clude foreign benefits.

No. 80 (August 1984), Accounting for Futures
Contracts
□ Establishes standards of accounting and re
porting for futures contracts.
□ Requires that a change in the market value of a
futures contract be recognized as a gain or loss
in the period of the change unless the contract
qualifies as a hedge of certain exposures to
price or interest-rate risk. Immediate gain or
loss recognition is also required if the futures
contract is intended to hedge on an item that is
reported at fair value.
□ Requires that a change in the market value of a
futures contract qualifying as a hedge of an
existing asset or liability be recognized as an
adjustment of the carrying amount of the
hedged item. A change in the market value of a
futures contract that is a hedge of a firm com
mitment shall be included in the measurement
of the transaction that satisfies the com
mitment.
□ Effective for futures contracts entered into
after December 31, 1984.
Practicing CPA, May 1985

4

No. 38 (August 1984), Determining the Measurement
Date for Stock Option, Purchase, and Award Plans
Involving Junior Stock (interprets APB Opinion no.
25).

No. 1 (July 1984), Authoritative Status of NCGA Pro
nouncements and AICPA Industry Audit Guide
□ Sets forth the authoritative status of the Na
tional Council on Governmental Accounting
(NCGA) Statements and Interpretations and
the AICPA’s Industry Audit Guide, Audits of
State and Local Governmental Units (1974), as
amended by certain statements of position.
□ Identifies pronouncements concerning pen
sion accounting and financial reporting that
the GASB considers as sources of acceptable
accounting and reporting principles for public
employee retirement systems (PERS) and state
and local government employers.

No. 1 (December 1984), Demand Bonds Issued by
State and Local Governmental Entities (interprets
NCGA Statement no. 1 and NCGA Interpretation no.
9).

No. 49 (September 1984), Letters for Underwriters
□ Supersedes SAS no. 38, Letters for Underwriters.
□ Changes are in response to revisions of finan
cial reporting requirements of the SEC and
other developments in auditing and reporting
practices.
□ Effective for letters for underwriters dated on
or after October 31, 1984.
No. 48 (July 1984), The Effects of Computer Process
ing on the Examination of Financial Statements
□ Supersedes SAS no. 3, The Effects ofEDP on the
Auditor’s Study and Evaluation of Internal
Control.
Practicing CPA, May 1985

□ Amends SAS no. 22, Planning and Supervision,
to include additional planning considerations
as a result of computer processing.
□ Amends SAS no. 23, Analytical Review Pro
cedures, to include consideration of computer
generated data as a factor when planning and
performing analytical review procedures.
□ Amends SAS no. 1, section 320, The Auditor’s
Study and Evaluation of Internal Control, by
describing the effects of computer processing
on internal controls.
□ Amends SAS no. 31, Evidential Matter, to clarify
that audit evidence is not affected by the use of
computer processing. Only the method by
which the auditor gathers that evidence can be
affected.
□ The amendments of the entire statement are
effective for examinations of financial state
ments for periods beginning after August 31,
1984.
Statement on Standards for
Accounting and Review Services

No. 5 (July 1982), Reporting on Compiled Financial
Statements
□ Amends the reporting standard and example
set forth in paragraphs 14(a) and 17 of State
ment on Standards for Accounting and Review
Services no, 1.
□ Applies to periods ending on or after December
31, 1982

No. 3 (November 1982), MAS Consultations
□ Provides guidance on the application of certain
of the general standards set forth in SSMAS no.
1, Definitions and Standards for MAS Practice, to
MAS consultations.
□ Establishes certain technical standards ap
plicable to MAS consultations.
□ Applies to MAS consultations occurring after
May 1, 1983.
No. 2 (November 1982), MAS Engagements
□ Provides guidance on the application of certain
of the standards set forth in SSMAS no. 1 to
MAS engagements.
□ Applies to MAS engagements undertaken on or
after May 1, 1983. □
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...Like a Business (continued from page 1)

services rendered is crucial to the firms success.
When possible, fees and billing arrangements
should be discussed at the first meeting with a cli
ent. You should establish credit limits and, for cli
ents whose credit rating is an unknown factor, think
about obtaining a retainer before commencing an
engagement. You might also consider charging in
terest, such as one percent a month, on delinquent
accounts. To make partners responsible for billings
and collections, we reallocate income based upon
poor performance in this area. This penalizes those
partners below the average and benefits the others.
As well as the usual tax, accounting, auditing and
quality control and review departments, our firm
has separate financial planning and computer de
partments, each of which does its own billing. To
further promote firm efficiency, there is a separate
administrative department with three admin
istrators whose responsibilities include billings,
scheduling and CPE requirements.
Some thought might also be given to employing
an office manager to be responsible for admin
istrative activities. Some firms find this beneficial
because an office manager has no conflicting inter
ests, administrative duties can receive full-time at
tention, and partners can then spend more time on
revenue-producing activities.
Effective communication is important. Instead of
holding formal partner retreats, we have six to eight
meetings a year. The purpose of these meetings is to
encourage the free flow of ideas, improve partners’
performances and build a team. It is the managing
partner's responsibility to make sure that partners
develop management as well as technical skills so
that maximum use can be made of all resources.
We are very active in state society and civic af
fairs. This exposure is good for business in general
and is helpful in mergers with and acquisitions of
other practices. Marketing and public relations
efforts have become an "absolute must" for local
firms today. We hold about four seminars a year for
certain clients and for bankers, and can accommo
date up to 25 attendees in our office. Other promo
tional activities include mailing 1,500 copies of our
client newsletter each month, using brochures and
having a booth at the New York State Society’s ac
counting show.
Following these policies has enabled us to pro
duce a net income of between 40 and 45 percent of
gross fees, and growth from an annual revenue of
$19,000 in 1961 to $250,000 in 1970 to $7,000,000 in
1985. Remember, you are operating a business; be
strong and you’ll be successful! □
—by Robert L. Israeloff CPA
Valley Stream, N.Y.

Fees, Billing and Collection
In a presentation at the AICPA practice manage
ment conference in Las Vegas last year, Morris
L. Shifman, a Springfield, Ohio, consultant to
the profession, discussed businesslike ap
proaches to fees, billing and collection. For ex
ample, while most firms have uniform rates for
each partner and staff member, Mr. Shifman
thinks that some flexibility might be consid
ered. He says that sometimes extra time is
needed to learn the intricacies of new busi
nesses or to complete complicated engage
ments, and this may justify deviation from
standard rates.
Mr. Shifman suggests adopting a "value bill
ing” philosophy—i.e., determining the value of
the service to the client and adjusting the fee
accordingly. The service may be fairly priced.
On the other hand, you might decide that cer
tain work was performed by an overqualified
person and consider marking the bill down.
There are occasions, however, when a markup
may be in order, such as an engagement that
favorably affects the client’s bottom line.
Bills should be sent promptly if prompt pay
ment is desired. Another reason that Mr.
Shifman gives for timely billing is that if the
engagement is fresh in everyone's mind, it is
easier to determine whether any dissatisfaction
expressed is really about service rather than
price.
Mr. Shifman does not advocate listing specific
details of services performed on the bill. He
does not think clients are particularly inter
ested in such items and believes the use of broad
categories works just as well.
In his presentation, Mr. Shifman reminded
participants to follow up unpaid bills with
monthly statements, and to send interim bills
on engagements that last over one month. Many
firms now impose a service charge on accounts
that are past due, but Mr. Shifman wonders
whether this could suggest acceptance of late
payments.
Being firm with clients can help get past-due
bills paid, but, perhaps, the time to be firm is
when accepting the engagement. If engagement
letters are used, and if the fee and payment
terms are discussed up front, collection prob
lems are less likely to arise.
Mr. Shifman also suggests formally evaluat
ing clients every year. He recommends having
staff members participate because they may
have a different relationship with clients and
can express other viewpoints. "Then," he says,
"you can take steps to improve service and com
munication with clients where needed.”

Practicing CPA, May 1985
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Lest We Forget

“Certified public accountants frequently tend to focus on things or on their work rather than on people," says
Sidney F. Jarrow, a Chicago, Illinois, practitioner. “I am sorry to say that in our practices, we sometimes overlook
people in our rush to accomplish tasks. The following personnel memorandum illustrates such an oversight. We are
not proud of what occurred, but I believe there is a lesson here for all of us. ”

Doty, Jarrow and Co.
Chicago, Illinois

To: All personnel

Date: February 19,1985

From: Sidney F. Jarrow
We are sorry to say that Mary Smith has given us notice and is going to another firm
as a computer operator effective March 1,1985. We certainly wish Mary the very best
in her new venture.

During my exit interview with Mary, some interesting things came to light and,
with Mary’s permission, I would like to give everyone something to think about. She
said that a great deal of unwarranted blame is placed on the word processing
department. Partners and staff periodically procrastinate on work and then bring it to
this department as “a rush” with such comments as “I hope this won’t take a week.”
As everyone is aware, all work is subject to quality review, technical review and
proofreading as well as to the word processing function. Work can get held up in any of
these departments or sit for several days on a staff person’s desk waiting for necessary
reworking. In most of these circumstances, the word processing department is not at
fault. Yet it must often suffer the brunt of all blame!

It is always automatically assumed that any delay is caused by the word
processing department, without anyone’s discovering the facts. (Seldom are the
personnel complimented for expeditious handling.) Everyone assumes that the job he
or she just turned in is the most important thing the department has to process.
A recent illustration occurred when someone complained that it took five days to
process something through the department. In fact, the word processing department
did not receive the job until late on the Friday, processed it on the Monday, sent it to be
reviewed, and it was ready to be sent to the client on the Tuesday. The “five days” that it
took was in reality a one-day turnaround.

We are a team and we need each other. Although from time to time, we lose sight of
the fact that we are a team, no part of the firm will function without the others. We
should not criticize or generalize, but should first determine the facts. We should then
all strive to correct problems rather than devoting our efforts to determining whose
fault it was.
I wish to thank Mary for her frankness, and I think there is a valuable lesson to
be learned by all of us.
SFJ/bmg

Practicing CPA, May 1985
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Merger Mania—Why?

The past five years have seen a return of the 20-25year cyclical tendency for local firms to merge. The
last such flurry of mergers was in the mid to late
1950s, and before that there was the high merger
activity of the 1930s. There is strong evidence that
these increased periods of merger activity are the
result of the normal 25-year life cycle of the typical
entrepreneur-founded local practice and do not
forebode the extinction of local CPA firms.

In order to feel more comfortable with the fact of
mergers, we must understand that for every “up
stream” merger by a smaller firm there is a match
ing “downstream” merger by the larger firm. And it
always takes at least two firms to accomplish a
“sideways" merger. There can be, and should be,
valid business reasons for the directional move
taken by any firm in any merger.
Following is an outline that sets out the advan
tages and disadvantages of a merger from the per
spective of firms of varying sizes.

Advantages of “downstream”
mergers for larger firms
Such a merger may provide opportunity to obtain
clients in a desired geographic area or in a desired
industry or other specialty. The merger may offer
potential for building an office that will provide a
full spectrum of services and an opportunity to ob
tain the talents of specific individuals in the smaller
firm. It may be worth while to merge with an entire
firm just to get these talents:
□ Technical skill (seldom sought through
merger).
□ Management skill (often sought through
merger).
□ Practice development skill (highly sought
through merger).

Disadvantages of “downstream”
mergers for larger firms
There are disadvantages if the quality of the ac
quired practice is below the larger firm’s standards
and many merged clients are lost through attempts
to upgrade fees. Also, the personnel acquired in the
merger may not meet the larger firms standards or
may not like the larger firm’s environment, resulting
in unwanted turnover of staff and partners alike.
Sometimes, talents of certain merged individuals
prove nontransferable to clients of the larger firm.
In other instances, the existing office cannot handle
the sudden increase in personnel, resulting in over
crowding until new space can be acquired (usually
at increased rental per square foot).

Advantages of “upstream”
mergers for smaller firms
Sometimes an upstream merger is advantageous
because the smaller firm is lacking in some skill
bases and cannot afford to acquire or develop
needed talents among existing partners and/or staff.
Or there may be advantages because the clients of
the smaller firm are growing in size and becoming
geographically dispersed; the firm must expand its
base of operations in order to retain them.
If the older partners of the firm are within five to
ten years of retirement, they may seek protection or
a guarantee of their retirement incomes through an
upstream merger. In effect, what has happened is
that the older partners have failed in their earlier
years attempts to develop young partners with suffi
cient talents to ensure continuation of the firm after
they, the older partners, retire. Or, it might indicate
that the retirement benefits planned for the smaller
firms partners are unrealistically large in terms of
the economic viability of the firm.
Advantages may be realized if merger into a larger
firm enables people in the smaller firm to better
utilize talents or satisfy a desire to become "a big
firm partner."

Disadvantages of “upstream”
mergers for smaller firms
The number-one disadvantage is "culture shock."
There are more forms to fill out and more people in
the office. The atmosphere is not as friendly as at
the old firm. Different criteria are probably used
for measuring progress toward promotions and
increased compensation. The merger will most
likely result in people having to learn a new
system.
People from the smaller firm may need to learn to
play “politics" as well, which may not have been
necessary before the merger. Partners may find as
much as 10 percent of revenue being paid to the
“central office” for overhead (usually, however, only
when the larger firm is a regional or national one).
This can have a dramatic effect on merged partners’
incomes.
Some clients may accuse the smaller firm's part
ners of "selling out" or of being "disloyal." It can be
both psychologically and economically damaging
when clients leave the merged firms for this reason.
The same concerns may also result in an increased
turnover rate among both staff and partners of the
smaller firm. —►
Practicing CPA, May 1985
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Advantages of “sideways” mergers
of two firms of approximately equal size
The nature of geographical areas and industries and
other specialties served will most likely be comple
mentary or supplementary. The blending of peak
and slack workloads to even out the year will also be
mutually advantageous. This will result in
□
Improved staffing and scheduling.
□
Improved cash flows.
□
Improvement in both staff and partner morale.
The firms should also find that the overall mix of
talents is strengthened and the likelihood of the
firms continuation is improved by the better blend
of partner and staff ages. The merged firm should
experience enhanced retention potential for those
clients who are growing beyond the service abilities
of either firm separately. There is also the potential
for overhead-cost savings, as well as a greater ability
to incur overhead costs previously beyond the reach
of each firm separately. (Microcomputerization is an
example.)

American Institute of Certified Public Accountants, Inc.
1211 Avenue of the Americas
New York, N.Y. 10036—8775

Disadvantages of “sideways” mergers
of two firms of approximately equal size
Again, there are "culture shocks." These include the
need for larger office space (usually at increased
rental cost per square foot) and a larger group of
personnel, which is not as friendly as in the two
separate, smaller firms. And again, the onslaught of
office "politics” and hurt feelings among partners
over choices reached for the new firm name and new
firm management positions are likely to be detri
mental. Personnel will have to adjust to new forms,
procedures and progress measurement criteria. The
new firm may also find that overhead costs increase
more dramatically than revenues and gross profits
and that, unless management roles and limits are
clearly set out and followed, there is an overall de
cline in the firm’s management.
Finally, clients may resist the merger unless they
are presold on its benefits. This will require a major
effort in client education. □
—by Donald F. Istvan, CPA
D. F. Istvan Associates, Inc.
61 Windrush Lane
Barrington, Illinois 60010
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